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focused  on  globalization  and  the  U.S.  Defense  industrial  base  (the  USAF  tanker  competition),  the  role 
of  defense  mergers  in  improving  weapons  systems’  cost  efficiency,  efficiency  in  IPO  auctions  relative 
to  traditional  processes,  the  factors  impacting  discount  rates  for  U.S.  Marine  Corps  personnel,  and 
market  structure-specific  and  firm-specific  factors  impacting  economies  of  scale  and  density  in 
European  and  Japanese  banks.  She  has  published  in  the  International  Journal  of  Managerial 
Finance ,  the  Review  of  Financial  Economics,  Business  Economics,  the  European  Financial 
Management  Journal,  the  Journal  of  Financial  Transformation,  and  Harvard  Business  School  Working 
Knowledge.  She  is  the  Chair  of  the  Financial  Roundtable  for  the  National  Association  of  Business 
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Abstract 

The  defense  industry,  both  in  the  U.S.  and  Europe,  has  witnessed  significant 
consolidation  since  the  end  of  the  Cold  War.  The  question  is  whether  defense 
industry  consolidation  has  led  to  greater  efficiencies,  lower  prices,  and  more 
innovation,  or  whether  it  has  led  to  greater  abuse  of  market  power  is  a  crucial  issue. 

A  second  issue  which  is  becoming  more  important  in  an  increasingly  globalized 
economy  is  whether  joint  ventures  and  alliances  between  U.S.  companies  and 
foreign  companies  are  likely  to  be  successful  because  the  military  forces  of  nation¬ 
states  around  the  globe  have  been  coalescing  in  the  new  millennium  against  a 
variety  of  global  security  threats,  including  the  threat  of  terrorism.  A  third  issue 
relates  to  whether  the  consolidation  of  defense  contractors  in  Europe  has  led  to  more 
innovative  products  and  lower  costs.  The  purpose  of  this  research  is  to  examine  the 
patterns  in  joint  ventures,  alliances,  and  mergers  in  Europe,  in  the  U.S.,  and  between 
U.S.  companies  and  European  companies. 

Report  Summary 

The  defense  industry,  both  in  the  U.S.  and  Europe,  has  witnessed  significant 
consolidation  since  the  end  of  the  Cold  War.  The  question  is  whether  defense  industry 
consolidation  has  led  to  greater  efficiencies,  lower  prices,  and  more  innovation,  or  whether  it 
has  led  to  greater  abuse  of  market  power  is  a  crucial  issue.  A  second  issue  which  is 
becoming  more  important  in  an  increasingly  globalized  economy  is  whether  joint  ventures 
and  alliances  between  U.S.  companies  and  foreign  companies  are  likely  to  be  successful 
because  the  military  forces  of  nation-states  around  the  globe  have  been  coalescing  in  the 
new  millennium  against  a  variety  of  global  security  threats,  including  the  threat  of  terrorism. 

A  third  issue  relates  to  whether  the  consolidation  of  defense  contractors  in  Europe  has  led  to 
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more  innovative  products  and  lower  costs.  The  purpose  of  this  research  is  to  examine  the 
patterns  in  joint  ventures,  alliances,  and  mergers  in  Europe,  in  the  U.S.,  and  between  U.S. 
companies  and  European  companies. 

The  issues  examined  in  this  project  are  particularly  important  now  for  several 
reasons.  First,  there  is  some  possibility  that  a  new  round  of  defense  consolidation  could 
begin  in  both  the  U.S.  and  Europe  because,  with  the  financial  crisis,  defense  budgets  may 
tighten,  leading  to  excess  capacity  (which  partially  triggered  the  wave  of  defense  mergers 
following  the  Cold  War).  What  is  the  optimal  response  of  defense  contractors?  Have 
European  defense  mergers  been  successful  in  the  past?  Have  U.S.  defense  mergers  been 
successful  in  the  past?  Should  European  defense  contractors  merge  with  U.S.  defense 
contractors  as  they  face  a  shrinking  market  on  both  sides  of  the  Atlantic?  Would  forming  a 
joint  venture  or  alliance  with  a  foreign  competitor  be  more  helpful  than  a  merger?  How 
successful  have  transatlantic  alliances  been?  To  understand  the  range  of  responses,  it  is 
important  to  evaluate  how  previous  combinations,  either  mergers  or  alliances,  between 
European  firms  or  between  U.S.  and  European  firms  have  succeeded  in  the  past.  Second, 
because  nation-states  are  now  faced  with  a  series  of  increasingly  global  security  threats  and 
because  the  economy  is  becoming  more  and  more  global,  it  is  important  to  understand  why 
domestic  mergers  have  succeeded  or  failed,  and  whether  joint  ventures/alliances  and 
mergers  between  U.S.  and  foreign  defense  contractors  in  the  past  have  succeeded  or  failed. 

This  project  builds  on  the  proposals  submitted  by  Professor  Hensel  in  2007,  2008, 
and  2009.  In  the  AY  2007  project,  she  examined  (a)  some  of  the  forces  behind  the  wave  of 
defense  industry  consolidation  in  the  1980’s  and  1990’s;  (b)  the  impact  of  the  mergers  in 
creating  a  more  concentrated  market  in  certain  defense  sub-sectors  and  in  reducing  the 
number  of  competitors;  and  (c)  the  degree  to  which  the  defense  mergers  have  led  to  greater 
cost  efficiencies  through  lower  costs  to  the  DoD  for  components  made  by  particular 
contractors  and  in  particular  industry  sub-sectors.  In  the  AY  2008  project,  she  continued  the 
research  from  AY  2007  and  also  examined  in  detail  the  economic  and  political  issues 
surrounding  the  competition  between  Boeing  and  Northrop  Grumman/EADS  to  supply  the 
USAF  with  a  new  fleet  of  aerial  refueling  tankers.  In  the  AY  2009  project,  she  examined  a 
series  of  case  studies  on  the  success  and/or  failure  of  alliances  and  joint  ventures  formed  by 
U.S.  and  European  defense  contractors. 

The  AY  2009  project  builds  on  this  by  examining  the  impact  of  defense  mergers  in 
Europe  on  the  ability  of  European  defense  contractors  to  develop  innovative  products  and  to 
experience  cost  efficiencies.  To  what  extent  was  the  wave  of  European  defense  mergers  a 
reaction  to  the  wave  of  U.S.  defense  mergers?  Is  there  evidence  to  suggest  that  U.S. 
consolidation  spurred  innovation  and  consolidation  among  European  defense  contractors? 
Did  consolidation  among  European  defense  contractors,  in  turn,  spur  innovation  in  some 
segments  of  the  U.S.  defense  market?  What  was  the  impact  on  the  market  capitalization  of 
European  defense  contractors  when  the  markets  received  the  news  of  their  consolidation 
with  another  European  defense  contractor  (this  would  require  a  statistical  event  study 
analysis)?  Were  there  differences  across  countries  in  the  success  of  defense  consolidation 
which  could  be  linked  to  governmental  policies  and  investment  conditions?  Was 
consolidation  between  European  defense  contractors  located  in  different  countries  more 
successful  in  terms  of  innovation  and  costs  than  consolidation  between  defense  contractors 
in  the  same  country? 

The  project  would  also  continue  with  prior  work  on:  (a)  examining  the  impact  of 
defense  mergers  on  costs  per  unit  output  for  various  contractors  and  various  industry 
subsectors  in  the  US;  (b)  examining  the  trend  in  joint  ventures/alliances  between  U.S.  firms 
during  the  merger  wave  in  the  defense  sector  and  whether  the  trend  toward  alliances 
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increased  or  decreased  following  the  failure  of  the  attempts  of  Northrop  and  Lockheed  to 
merge  in  1998;  (c)  assessing  the  frequency  and  patterns  of  joint  ventures  and  alliances,  as 
well  as  acquisitions,  of  U.S.  defense  firms  and  foreign  defense  firms — did  they  parallel 
similar  behavior  in  other  industries  between  U.S.  and  foreign  firms?  (d)  identifying  many  of 
the  key  U.S. -foreign  alliances  and  acquisitions  in  the  defense  sector  and  evaluating  their 
success  in  terms  of  producing  innovative  systems  in  a  timely  fashion,  in  terms  of  their  ability 
to  obtain  subsequent  contracts,  and  in  terms  of  their  ability  to  improve  their  financial 
performance  (balance  sheets,  income  statements)  and  market  capitalization  on  the  stock 
market  relative  to  their  non-aligned  peers;  (e)  identifying  whether  many  of  the  U.S.  defense 
contractors  from  my  AY  2007  project  who  either  had  substantive  cost  overruns,  were  losing 
defense  contracts,  or  who  had  not  achieved  cost  efficiencies  from  their  U.S.  mergers,  were 
more  likely  to  acquire  or  form  an  alliance  with  a  foreign  defense  contractor;  and  (f) 
identifying  the  stumbling  blocks  for  joint  U.S. -foreign  defense  mergers  and  alliances  and 
how  these  manifested  themselves  in  the  historical  examples. 
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